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I. INTRODUCTION
Corporate governance became a key concern in China during the late 1990s, as state-owned enterprises (SOEs) were reformed and the stock market developed.' By allowing individual shareholders to sue on behalf of companies that are inhibited from doing so themselves due to the influence of those in control of the corporation, shareholder derivative actions were expected to serve as a useful tool for combating abuse by corporate management and controlling shareholders. 2 Such lawsuits are partic-ularly valuable in China, where the prevalence of state ownership of companies and concentrated ownership structures rendered minority shareholders exceedingly vulnerable. 3 The first piece of legislation by the People's Congress of China regarding corporate structure, the Company Law 1993, was widely criticized for failing to offer shareholders the right to take derivative actions. Repeated calls were made to revise the law to introduce derivative actions. 4 This goal was achieved in 2005 when the law was extensively amended. 5 The adoption of derivative actions was applauded as "a major development of Chinese company legislation" and was predicted to have "far-reaching implications for corporate governance" in China. 6 However, as far as listed companies are concerned, 7 only one derivative action has been brought to court since the new Company Law took effect on January 1, 2006. Certainly, this is not because corporate governance in China has improved so much that there have been no cases of managers and controlling shareholders misusing their power. On the contrary, managerial misbehavior and corporate scandals are still routinely reported by the media, indicating that inadequate protection of minority shareholders remains a serious problem. 8 Why do shareholders fail to use the new legal protection afforded to them to hold ac-countable those responsible? Why has the derivative action failed to meet the expectations that it would serve as an effective corporate governance tool in China?
To answer these questions, this paper examines the requirements for standing to bring a derivative action in China. Although additional reasons explain the absence of derivative action, 9 the 1% minimum shareholding requirement that shareholders of the joint stock limited company must satisfy to bring a lawsuit is the foremost barrier to derivative actions. Because few individual minority shareholders own 1% of the shares of a listed company, individual minority shareholders are generally excluded from initiating a derivative action. While institutional shareholders may meet the criterion, they face various disincentives to sue. I argue that a minimum shareholding requirement is inherently flawed as a mechanism for screening out frivolous litigation, because there is no threshold figure that is universally effective to avert frivolous litigations yet enable meritorious claims at the same time.
Having found that a minimum shareholding requirement is flawed, this paper discusses whether a derivative action can be reinvigorated by abolishing the requirement and instead introduce a "permission procedure" used in common law jurisdictions. Under the permission procedure, judges determine whether a proposed action could succeed and benefit the company before full evidence is presented at trial. Moreover, judges determine what harmful effects a proposed action would have on the company and whether such harm would outweigh the benefits. Such analysis is necessarily speculative because any harmful effects have yet to materialize.
The nature of the permission procedure is such that presiding over a derivative action lawsuit may present a very difficult task for judges. Broad judicial discretion is required, because it is unfeasible for the legislature to draw an exhaustive list of fac-9. These include the general rule of the derivative action that any recovery from a successful action goes to the company rather than to the shareholders bringing the action. This rule fails to incentivize minority shareholders, as there is no extra financial benefit for them to take derivative actions. See Arad Reisberg, Funding Derivative Actions: A Re-examination of Costs and Fees as Incentives to Commence Litigation, 4 J. Cou. Li;Ail S-oo. 345, 355-56 (2004) . The lack of incentive is exacerbated in China by the lack of rules on derivative litigation funding, which means that shareholders may not be indemnified for expenses they incur in conducting litigation on behalf of their companies. tors to assess the desirability of a derivative action. Because of this complication, judges need to be highly skilled and experienced to make sound judgments. Moreover, to ensure that the derivative action is taken seriously, the general public must hold the judiciary in high esteem and have confidence in its integrity. However, judges in China are widely criticized for their inadequate professional training and lack of skills. The reputation and authority of the judiciary has been seriously compromised as a result of political influences on judicial processes and rampant corruption. 10 Under these circumstances, it is doubtful that judges can exercise sound discretion and handle such complex cases effectively. Hence, it is unlikely that derivative actions can provide minority investors effective protection or become an important corporate governance tool in China.
This paper argues that private enforcement of law cannot play an important role in corporate governance in China.' Current studies show that private securities litigation, although predating the birth of derivative actions in China, has also failed to offer minority shareholders protection. 12 Because derivative actions and private securities litigation are both ineffective, private enforcement of the law has failed. This paper further argues that the fundamental reason for this failure lies in the court system. As long as the system remains unchanged, private enforcement will continue to be ineffective in protecting minority shareholders or promoting good corporate governance.
The findings in this paper raise the question of whether, and how, corporate governance can be improved in a country where the judiciary is weak. Moreover, the experience of China presents a paradoxical case for comparative corporate governance studies. Despite the failure of private enforcement, China's stock market has grown impressively in stature in less than twenty years.' 3 This raises the possibility that private causes of action are not required for investor protection and growth of the stock market.1 4 Meanwhile, it is interesting to consider whether the growth of the market is sustainable without improvements to the private enforcement of corporate law.' 5 Even more intriguing is the question of why, given that public enforcement of law 15. Shares of listed companies in China were historically divided into tradable and non-tradable shares. Non-tradable shares, which accounted for roughly 2/3 of the total, could only be sold privately outside the stock exchanges and usually at a large discount to the market prices of tradable shares. It was thus argued that the official calculation of market capitalization was unrealistic, because non-tradable form in 2005, the distinction between tradable and non-tradable shares no longer exists and, after the lock-in periods expire, non-tradable shares can be sold on the stock exchanges at the market prices. However, for the state-owned shares, there are restrictions on sales. Therefore, it may be still unrealistic to calculate all the shares at market prices, because market prices could significantly drop if selling state-owned shares were not restricted.
has been insubstantial, 16 the market has been able to grow at all.' 7 Section II briefly introduces the derivative action and its rationale. Section III discusses different strategies available to deal with the difficulty of screening out frivolous litigation. Section IV describes the law and practice of derivative action in China. Section V discusses why the 1% minimum shareholding requirement is a major barrier to derivative actions, and why reduction of the threshold is not a solution. Section VI argues that a permission procedure cannot work properly in China. Finally, conclusions are drawn in Section VII.
II. THE DERIVATIVE ACTION AND ITS RATIONALE
In corporate law there is the "proper plaintiff rule," which dictates that when a wrong has been done to a company, the company itself, rather than its shareholders, is the appropriate plaintiff.1 8 This rule is a logical extension of the doctrine of independent corporate personality. It is fundamental to the proper functioning of a corporation as a form of business organization that business is managed without unnecessary interference from shareholders in the form of vexatious litigation. However, since the power to manage a company's business, including deciding whether to initiate litigation, is vested in the central managerial organ of the Board of Directors,1 9 the proper plaintiff rule, if strictly applied, may lead to unjust results. Directors could walk off with corporate assets without incurring liability, because directors would not decide on behalf of the corporation to take action against themselves.
It is therefore evident that the proper plaintiff rule should not be rigidly applied, and exceptions should be allowed where directors have conflicted interests in deciding whether to pursue litigation. Otherwise, the protection afforded to the company would be unobtainable. 20 To avoid the undesirable consequences that a strict application of the proper plaintiff rule would otherwise cause, the "derivative action" has long been recognized in common law jurisdictions. In a derivative action, individual shareholders file lawsuits on behalf of the company after the directors have failed to address a corporate injury. 2 1 Misappropriating directors, or their controllers, should not be able to escape liability.
In theory, in a corporate system such as that of Germany where board structure is two-tiered, conflicts of interests by directors will not prevent the corporation from pursuing litigation. If members of the management board injure the corporation, the supervisory board may act on behalf of the corporation, and vice versa. The German Stock Corporation Act (Aktiengesetz, hereafter, "AktG") provides for such a mechanism precisely to make sure that liability may fall upon responsible directors. However, when the AktG was first adopted, lawsuits brought by companies against managerial or supervisory directors were extremely rare in practice 22 for a variety of reasons. 23 Therefore, provisions in the AktG were amended to supplement the "reciprocal enforcement" of directors' liability, such that a claim against directors for damages may be asserted if a simple majority of shareholders, or by shareholders holding 10% or more of shares.
2 4 This round of amendments to the AktG also allowed a court, upon the request of shareholders who hold no less than 10% of shares or one million Euros of stock at market prices to appoint a special representative to assert the claim for damages on behalf of the company.
2 5 In 1998, this threshold was lowered to 5% of shares or 500,000 Euros. 26 Despite these amendments, the mechanisms for enforcing directors' liabilities provided by the AktG were still widely criticized and regarded as a failure in Germany. 27 Legal actions against directors remained rare. Consequently, the German Government Panel on Corporate Governance suggested a radical change to the enforcement of directors' duties: it proposed the abolition of the special representative and the introduction of the common law derivative action, thereby allowing shareholders to take actions on behalf of the company. 28 digging, 32 or other ulterior motives to initiate unmeritorious legal actions. Because individual shareholders bear the cost of a corporate lawsuit only indirectly, there is less incentive to avoid lawsuits that will be more harmful than beneficial for the corporation to pursue. 33 Such unwarranted lawsuits should not be allowed; yet, meritorious lawsuits should be permitted. Formulating a rule which prevents frivolous litigation while permitting meritorious lawsuits has long been a thorny issue in corporate law.
There are two strategies to address this difficulty. Common law countries do not require shareholders to own a minimum amount of shares to be able to bring a derivative suit. The locus standi rules of common law countries concern what wrongful acts are actionable, rather than which shareholders are qualified to sue. On the contrary, many civil law jurisdictions, such as Germany, Italy, Sweden, Spain, South Korea and Taiwan, have a minimum shareholding requirement.
3 4 The same is true with the new derivative action in China. 3 5
Locus STANDI RULES IN COMMON LAW JURISDICTIONS
The traditional common law rule of locus standi originated in England, as an exception to the doctrine of Foss v. Harbottle. 3 6 Only "fraud on the minority" could be challenged by derivative suits. What constitutes "fraud on the minority" is somewhat ambiguous, and there is contradictory case law regarding the rule.
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In general, the term refers to misappropriation of corporate assets 38 or a transaction that benefits directors at the expense of the corporation.
3 9 The traditional rule also required "wrongdoer control" before a derivative action could be pursued. Again, it is difficult to determine what would amount to "wrongdoer control." One case suggests that "wrongdoer control" could mean "an overall absolute majority of votes at one end to a majority of votes at the other end made up of those likely to be cast by the delinquent himself plus those voting with him as a result of influence or apathy." 40 The traditional locus standi rule has been criticized as being illogical, complex, and ambiguous. 4 1 It has been largely abandoned in common law countries after England introduced the statutory derivative action in 2006,42 following the example of Canada, New Zealand, and Australia.
The statutory derivative actions adopted in these countries grant courts great power and wide discretion in determining whether an action should be permitted to go to trial. "Fraud on the minority" and "wrongdoer control" are no longer prerequisites for taking a derivative action; rather, judicial approval is. To this end, the respective legislatures of these countries have provided broad and general criteria for judges to consider in deciding whether a proposed action should be allowed.
The most important criterion is whether an action would be in the best interests of the company. In Canada, 43 New Zealand 44 and Australia, 45 the interests of the company are all designated as a test of the admissibility of derivative actions. 46 The fact that, of all the criteria, only 'the interests of the company' is present in the legislation of all these countries indicates the paramount importance of this test. Provisions in other sections of the legislation of some of these countries actually signal that 'the interest of the company' is the ultimate test, and that the other criteria are subordinate.
4 7 The English Companies Act of 2006 is explicit that "the interests of the company" are the highest concern. That statute states that judicial permission to pursue a derivative action should not be granted where "a person acting in accordance with section 172 (duty to promote the success of the company) would not seek to continue the claim." 48 "Success" in this context is interpreted to mean "long-term increase in value." 49. According to then Attorney General Lord Goldsmith, for a commercial company, "success" will normally mean "long term increase in value." 678 PARL.
[Vol.
28:174
Among the other criteria also specified, the "good faith" criterion is common, but is controversial and widely criticized. 5 0 Case law from Australia indicates that if it is established that a lawsuit is in the interests of the company, the lawsuit will not be barred even if it cannot satisfy the good faith criterion. 5 ' Another common criterion is the seriousness of the wrongdoing, 52 or the importance of a derivative action relative to the interests of the company. 5 3 This seems to direct the courts to conduct a cost/benefit analysis as to whether an action would bring an overall benefit. 54 Such cost/benefit analysis is explicitly specified by New Zealand's Companies Act, which instructs the courts to consider "the likelihood of the proceeding succeeding" and "the costs of the proceedings in relation to the relief likely to be obtained".
5 5 In summary, under the statutory derivative action, courts decide whether or not a derivative action should be allowed, and the ultimate test of the admissibility of an action is the "interests of the company" test. To assess whether an action would be in the interests of the company, courts may carry out a cost-benefit analysis of the action. Legislation provides for some factors which courts could take into consideration when making such an assessment.
The United States adopted a different strategy. American courts take a hands-off approach regarding the admissibility of a proposed action, and judges themselves do not assess whether a derivative action would be in the interests of the company. Cor- ). According to Judge William Trower QC, when assessing the importance of continuing a claim, a wide range of considerations are relevant, including such matters as "the prospects of success of the claim, the ability of the company to make a recovery on any award of damages, the disruption which would be caused to the development of the company's business by having to concentrate on the proceedings, the costs of the proceedings and any damage to the company's reputation and business if the proceedings were to fail."
Companies Act 1993 § 165(2)(a)-(b) (N.Z.).
porations play the role of assessing the benefits and can ask the court to dismiss a proposed action. The power of assessment is usually delegated to a special litigation committee consisting of disinterested directors. The court exercises control only by reviewing the independence of individual assessors and the propriety of the assessment made by them on behalf of the corporation It is a default rule in America that although "demand" can be exempted on the ground of futility in certain circumstances, 56 shareholders must first request that the company file suit.
57 If a demand for suit is refused or can be exempted, then a shareholder can initiate a derivative suit. However, if the assessment of the litigation committee is that the company's interests would not be served by the action, the corporation can move to dismiss the case. 58 In order to establish whether the case should be dismissed, the court generally reviews the independence and good faith of the assessors as well as the adequacy of investigation.s 9 The procedure is similar in most American states and at the federal level; the difference lies in the standard of judicial review.
Regarding the standard of judicial review, in Auerbach v. Bennett 60 the New York Court of Appeals held that the assessment of a special litigation committee is a matter of business judgement. As such, the merits of the assessment are beyond judicial review if made in good faith and following sufficient investigation. Thus, courts should only assess the independence and good faith of the committee and the adequacy of investigation. 61 This approach has been followed by some stateS 62 but rejected by others. In Miller v. Register & Tribune Syndicate, Inc., 63 an Iowa court held that if a special litigation committee is appointed by a board of directors, the majority of whose members were defendants in the present litigation, then the committee has no power to terminate a derivative action because the board itself lacks the power to delegate such a decision to the committee. The standard of review in Delaware focuses on whether or not a demand to the corporation can be exempted. 64 If a demand is not exempt, Delaware's position is similar to that of Auerbach v. Bennett, 65 and the business judgment standard is accordingly applied. In Zapata Corp. v. Maldonado, 6 6 the Delaware Supreme Court held that the independent litigation committee had the power to make decisions on behalf of the company to move for dismissal, even if demand is excused. However, the court should make a two-step review. First, the court "should inquire into the independence and good faith of the committee and the basis supporting its conclusions." 6 7 Second, the court "should determine, applying its own independent business judgment, whether the motion should be granted." 6 8 It is notable that the second step is discretionary rather mandatory. 6 9
The American Bar Association (ABA) and the American Law Institute (ALI) positions on the standard of judicial review differ. The Model Business Corporation Act adopted by the ABA states that an action should be dismissed if a majority of disinterested directors, or a majority of members of a litigation committee comprised of disinterested directors, have determined, in good faith and following reasonable inquiry, that such an action is not in the best interests of the company. 70 Disinterested directors are those who do not have a material interest in the outcome of the action or do not have a material relationship with an interested person. The mere fact that a director has been nominated as a defendant or elected to the board by interested persons, or has otherwise taken part in the approval of the challenged wrong, does not automatically disqualify them from being disinterested.
7 ' On the other hand, the ALI stance is that in reviewing a dismissal request the business judgment rule applies if the challenged wrong is a violation of directors' duty of care; however, when a wrong involves a violation of the duty of loyalty, the courts would also be required to assess the reasonableness of the 64. Whether a plaintiff can be excused from making demand depends on: (1) whether the pleaded facts are sufficient to cast doubt on the independence or disinterestedness of board of directors; or (2) whether the pleaded facts are sufficient to call into 'reasonable doubt' that the challenged transaction is the result of true business judgment. 
Locus STANDI RULES IN CIVIL LAW JURISDICTIONS
The locus standi rules for taking a derivative action in civil law jurisdictions generally turn on minimum shareholding requirements. 73 For example, Germany requires shareholders to hold at least 1% of the overall shares, or 100,000 Euros in nominal capital in order to file a derivative action. Germany's threshold is low in comparison to other countries: some European countries require a minimum of 5% or even 10% of total shares; 75 in Italy, the threshold has been reduced to 2.5% for listed companies. 76 Following the Asian financial crisis, South Korea and Taiwan reduced their threshold from 5% to 0.01% and 3% respectively.
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Besides the shareholding requirement, in Germany there are additional prerequisites for a derivative action. First, demand is mandatory, and the merits of a proposed case should be determined before a case is allowed to go to a full trial. Second, shareholders who intend to sue must have acquired their shares before they knew about the complained misconduct. Third, there should be evidence of a serious breach of managerial duties that caused damages to the company. Finally, not only should the shareholders have tried to persuade the board to sue before go- 73. There is no such a requirement in Japan, but shareholders should have acquired their shares at least six months before they bring a derivative action. 
"Where a resolution adopted by the shareholders' general meeting or the board of directors violates the relevant national statutes or administrative regulations, or infringes the rights and interests of shareholders, a shareholder is entitled to bring a suit to the People's Court to enjoin such illegalities or infringements." Whether this provision permitted a derivative action was the subject of dispute. The majority view was that the Article did not offer shareholders the standing to sue derivatively, but only permitted them to take personal action to stop a company from implementing illegal resolutions passed by shareholders' meetings or the board of directors. 8 0 Several courts refused to entertain derivative suits filed by minority shareholders, stating that there was no legal basis for derivative action. 8 ' Nevertheless, out of practical necessity, some derivative suits were allowed. In response to a People's High Court inquiry concerning the acceptance of a specific case, the Supreme People's Court in 1994 dictated that, where a company was unable to take an action to redress a wrong, shareholders should be allowed to do so. 82 This is probably the first derivative (1993) , also instructed lower courts to accept derivative actions. These cases, however, mostly involved limited liability companies, and the derivative action was used to settle disputes between shareholders rather than as a mechanism for minority shareholder protection. As far as listed companies were concerned, there were three attempted cases which were widely reported by the media: one case was dismissed with the explicit holding that there was no legal basis for accepting a derivative action; 87 and while the other two were initially accepted with much media publicity, subsequent developments are unknown. 88 89 In short, before the Company Law (1993) was revised in 2005, the supervisory board in China did not have the power to take legal action on behalf of the company. Minority shareholders' attempts to bring derivative actions against misbehaving managers and controlling shareholders of listed companies were unsuccessful, although some derivative suits involving limited liability companies were permitted out of practical necessity. The deficiencies of the old company law were criticized as leaving minority shareholders in China powerless, and repeated calls were made to introduce the derivative action. 9 0 This was done in 2005 when the Company Law (1993) was extensively amended.
The Chinese derivative action introduced by the Company Law 2005 exhibits some salient "Chinese characteristics". First, with respect to the minimum shareholding requirement, a distinction has been drawn between limited liability companies and joint stock limited companies. For joint stock companies, only shareholders who individually or collectively own at least 1 % shares of the company are qualified to bring suit. 9 ' No such restriction exists for limited liability companies. Furthermore, unlike the German derivative action, the law in China does not provide a monetary threshold figure. Second, shares must have been held continuously for at least 180 days before shareholders can initiate an action. 92 Third, shareholders must make a written request asking the company to bring suit, and only if the demand has been refused or the company has failed to act within 30 days of the demand, can the shareholders take the legal action themselves. Request is made to the supervisory board where members of the managerial board are the intended defendants, and vice versa. 9 3 Fourth, qualified shareholders can take actions against persons other than directors who have infringed the rights of, and caused damages to, the company.
9 4 This means that, not only can the derivative action be used to target miscre- ant controlling shareholders, but minority shareholders can challenge a company's decision not to litigate an ordinary commercial dispute and take action themselves. Finally, shareholders need not obtain permission from the court to file a derivative action. The absence of such a requirement is conspicuous when the Chinese approach is compared with other countries where derivative actions are allowed. After the new law came into effect on January 1, 2006, derivative actions increased .95 Some of the claims in these cases were for hundreds of millions of Renminbi (RMB). However, most of these actions have involved limited liability companies. 96 As far as listed companies are concerned, only one derivative action has ever been brought by shareholders and accepted by the courts. 97 Even this suit was not a typical derivative action for minority shareholder protection, because the action was taken against a former controlling shareholder. The legal basis of the action is also dubious, since the company itself had already brought an action against the former controlling shareholder on the same ground; 98 The derivative action was brought with support from the current controlling shareholder to put pressure on the former controlling shareholder regarding a separate legal action concerning the legality of the current controlling shareholder's takeover of the company. 99 There have been two other cases In another derivative action, a listed company was a defendant because it was accused of inflicting injury, but not because its own interests were injured. Why has there only been one derivative action involving a listed company in China, despite extensive reports of the abuse of power by controlling shareholders and corporate managers? It would appear that the 1% minimum shareholding requirement is a major obstacle. Compared with some European countries and Taiwan, requiring those bringing the derivative suit to hold only 1% is fairly low. However, as far as listed companies are concerned, such a figure is still substantial. Institutional investors and other non-institutional block-holders could qualify, but individual minority shareholders may practically be excluded by the requirement.
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In a study of the role of institutional shareholders in listed companies' non-tradable share reform, 102 it was found that, among 811 non-financial firms which had completed the nontradable share reform before December 31, 2008, the average number institutional shareholders with holdings in a company was 7.846%, and the average holdings of institutional shareholders in a firm constituted 10.855% of the equity. This indicates that the average shareholding of one institutional shareholder in a firm was approximately 1.4%.1o3 Individual minority shareholders, on the other hand, are unlikely to meet the entry-level requirement. According to a survey conducted by the China Securities Investment Protection Fund Corporation at the end of 2008, individual investors whose stock holdings were 100,000 RMB or less accounted for 68.69% of investors, and those whose stock holdings were 300,000 RMB or less constituted 88.08% of investors.' 04 Meanwhile, the minimum share capital requirement for a listed company is 30 million RMB. 0 5 At the end of 2008, the weighted average price in the Shenzhen Stock Exchange was 7.01 RMB per share, while the weighted average price in the Shanghai Stock Exchange was 6.31 RMB.1 0 6 Thus, for the 88.08% of individual investors with investments up to 300,000 RMB, even if they invested all their money in only one company with the smallest amount of share capital, they would only own approximately 0.15% of the total shares. In theory, individual shareholders can aggregate their shares to meet the 1% shareholding requirement; in reality, however, the cost of coordination amongst individual shareholders to take an action would be prohibitive. 0 7 The fact that there are few collective actions in other countries is evident.
Minority shareholder plaintiffs in in
Therefore, those who may bring derivative actions are frequently institutional shareholders or non-institutional blockholders. 08 However, in the case of non-institutional block-holders, they may be aligned with controlling shareholders and complicit in the wrongdoing, or may be easily bought off. 109 Moreover, in China many of these block-holders themselves are SOEs or other government-controlled entities brought into a corporation's equity structure during the restructuring of a traditional SOE for listing. These block-holders and the controlling shareholders are both ultimately controlled by the government."i 0 Thus, it is doubtful that these block-holders will bring litigation against controlling shareholders or managers. There- 108. Those bringing the derivative action are block-holders, but not institutional investors. Block-holders are shareholders with a large amount of a company's shares and often able to influence the company's decisions with the voting rights awarded with their holdings; institutional investors are entities, such as mutual funds, pension funds, hedge funds, insurance companies and investment banks, which pool large sums of money and invest those sums in corporations. The experience of securities class action reform in America is also revealing. There were complaints in America that securities class actions were "lawyer-driven" and abused by plaintiffs' attorneys, who were not acting in the best interests of their clients. One solution was to enlist institutional shareholders to play a bigger role in these actions.' 13 In 1995, Congress passed the Private Securities Litigation Reform Act, which provided that the court should publish a notice within 20 days of receiving a suit inviting class members to apply to be the suit's lead plaintiff.' ' The Act also requires that within the next 90 days, the court must appoint a lead plaintiff out of those who have applied," 5 primarily determined by who "has the largest financial interest" in the action.
See Grechenig
1 16 This is inevitably an institutional investor. However, empirical evidence underscores the reluctance of institutional investors to assume the role of lead plaintiff, especially in smaller cases. Up until 2001, institutions appeared as the lead plaintiff in only 5%-10% of all securities class actions.
'
Instead of an institutional investor, a securities class suit's represen- tative is "far more likely to be an aggregation of non-financial institutional investors or even a single individual.""i 8
The disincentives for institutional investors to attempt to participate in corporate governance, and the difficulties of doing so, are well recorded:"1 9 liquidity is a significant concern when embarking upon prolonged legal actions; free-riding may occur by fellow investors, which may also include peer institutions; there may be a deficit of information and personnel necessary for conducting complex and time-consuming litigation; and the institutional investor may believe that their bottom line would be better affected by focusing on successful investing, rather than becoming mired in litigation.1 20 Institutions may similarly be unwilling to bring litigation because they do not want to reveal their business practices or jeopardize their relationship with the defendant. In addition, many institutional investors simply do not want to acquire a reputation of being antagonistic.121 Moreover, it is argued that there is only a thin social divide between managers of financial institutions and executives of industrial firms.1 22 Furthermore, institutional investors may be influenced by controlling shareholders and managers. 123 All of these factors militate against institutional shareholders' deciding to take legal action against corporate managers or controlling shareholders; but in the distinct context in which Chinese institutional investors operate, there are further disincentives, such as highly concentrated state ownership in listed companies, an immature regulatory environment, inadequate transparency and disclosure of financial information, and weak corporate governance within institutions themselves.
12 4
As such, the lack of derivative suits in China may be first of all attributed to the 1% minimum shareholding requirement. As a result of the shareholding requirement, individual minority shareholders are excluded and only institutional investors and other non-controlling block-holders may bring derivative suits. Such investors, however, do not have the incentive to challenge the controlling shareholders or the management of the companies. Arguably, if a minimum ownership requirement is instituted so as to exclude individual minority shareholders from being qualified to take derivative actions, the policy goal of making derivative action an important corporate governance tool is effectively undermined.
A REDUCED THRESHOLD FIGURE?
Minimum shareholding requirements are generally justified as being means by which frivolous lawsuits may be prevented. Small shareholders bear only a small portion of the cost arising from derivative litigation, so the cost of litigation does not serve as a disincentive to bringing unmeritorious suits.1 2 5 The minimum shareholding requirement removes from those shareholders with the strongest incentive to bring frivolous suits the ability to do so. If the failure of the Chinese derivative action to serve as a check to abusive corporate governance is due to the fact that the 1% figure is too high, then reducing that threshold seems to be the clear solution. However, it is difficult to determine to what extent the threshold should be reduced to enable individual minority shareholders to bring suit, while still preventing frivolous actions.
It is impossible to set a universally appropriate threshold figure, and any fixed percentage or amount of monetary value is arbitrary. It is by no means clear that a shareholder owning 0.9% of a company will sue with a malicious motivation but a shareholder owning 1% will not; the cost-benefit analysis of pursuing a frivolous suit varies from case to case.1 26 Moreover, frivolous lit- 125. See text accompanying supra note 33. 126. This is a simplified example which does not bring plaintiffs' lawyer into play. In the US where derivative actions are said to be lawyer-driven, the strategy of a minimum shareholding requirement would be even more irrational because lawyers do not necessarily hold shares in the companies. 127 Thus imposing a percentage threshold, although high, may still be ineffective in filtering out frivolous actions that are not grounded in the shareholders personal financial gain. 128 When considering the adoption of a minimum shareholding strategy, it is inappropriate to only consider the need to sift out frivolous litigation; it is also important to ensure that meritorious suits are not blocked. The assumption that a shareholder with ownership of a smaller share would have a stronger incentive to sue frivolously is not always true. It is possible that, although a minority shareholder owns a very small number of shares, they may still act in the best interests of the company. In light of this, the rationale underpinning the minimum shareholding strategy is flawed because the minimum shareholder requirement "throws the baby out with the bath water." A fixed threshold figure could be set to a very low level, as in South Korea where the threshold is 0.01% for listed companies, yet some shareholders who wish to act for the benefit of the company may still be excluded.
Reform proposals invariably suggest the reduction of threshold figures.1 29 Such reductions have occurred in European countries such as Germany and Italy,1 30 as well as Asian countries such as South Korea and Taiwan.' 31 Similarly, it is suggested that China lower its 1% figure, 132 but as noted above, it is impossible to determine how low the figure should be. It is proposed that the shareholding requirement be only reasonably higher than the average holdings of tradable shares of the average retail shareholder. 133 Aside from the ambiguity of "reasonably higher" and the difficulty associated with ascertaining the average holdings of a retail shareholder, it is difficult to rationalize why that percentage should become the threshold figure. A concern with low threshold figures is the potential danger to the company. According to China Securities Depository and Clearing Corporation Limited, by 2008, more than 120 million individuals opened an A-share investment account and, about 46 million of them actually owned A-shares.1 34 If the average individual investor was able to bring derivative actions without any other prerequisites stipulated, there would be 23 million potential candidates for bringing derivative actions, many of which would be detrimental to the interest of companies. This is especially true given that the current Chinese legislation does not provide for a permission procedure where judges have discretion on whether a suit may go forward, and a derivative action can be brought against persons other than the controlling shareholder and management without additional requirements being met.
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An additional requirement for court permission, such as that of Germany, could in theory address this concern, but this begs the question of why a minimum shareholding requirement is still needed when a permission procedure is in place.
In conclusion, the strategy of imposing a minimum shareholding requirement is fundamentally flawed. It is impossible to set a threshold figure that is universally effective in filtering out frivolous lawsuits while allowing meritorious actions. Any figure is arbitrary, over-inclusive, and under-inclusive. In the case that lawsuits are brought for non-financial considerations, a minimum shareholding requirement is irrelevant. It is impossible to ascertain to what extent the Chinese shareholding requirement should be reduced; on the other hand, there is the legitimate concern that any reduced threshold figure may be too low.
VI. REFORMING THE LAW: IS A PERMISSION PROCEDURE, WITH JUDGES IN CONTROL, THE RIGHT SOLUTION?
If a minimum shareholding requirement is inherently flawed and unfeasible, the better solution may be to abolish the requirement altogether and instead introduce an alternate strategy. This section evaluates whether a locus standi rule without a minimum shareholding requirement can work effectively in China.
Generally, two approaches have been pursued. In the first approach, the courts assess whether a proposed action is in the best interest of the company, and decide accordingly whether the action should be allowed to proceed. In the second, the courts review the assessment made by disinterested directors on behalf of the company. Hence, the first question to be considered is who, the court or the company, should be empowered to assess whether a proposed action is in the interest of the company.
WHO SHOULD HAVE THE MANDATE TO ASSESS A PROPOSED ACTION?
There has actually been a debate on this question in common law countries. The debate over who should assess whether a derivative action should be pursued invokes both doctrinal and practical considerations.
First, if companies are regarded as having independent personality, it is argued, they should have the prerogative to decide whether or not seek redress for an injury they receive.1 36 There is no difference when it comes to the derivative action. The decision whether to pursue a derivative action is similar to many encountered in the life of a business, involving the application of "the company's resources to run a risk against expected return."' 37 In essence, a litigation decision is an investment decision for the company; as such, the company's autonomy should not be impugned.
On the other hand, it is argued that, in the context of derivative action, a company has become effectively unable to function as an entity separate from its members, as wrongdoers have used the company as a vehicle for their own interests and disabled it from conducting litigation for itself.' 38 As such, the independent personality of the company is no longer extant and, because no disinterested decision-making body exists within the company, it becomes necessary for others to decide whether or not an action is in its best interests.1 39 Second, it is suggested that companies are in a better position than the courts to assess whether or not litigation is in their best interests. Because such a decision may involve an assessment of business decisions made by corporate managers, it requires specific knowledge, experience and business expertise, which judges may not have.1 40 Moreover, directors are arguably in a far better position than courts to verify the alleged wrongdo-ings and to evaluate the benefits and cost of a proposed action, simply because they have a better understanding of the company's operations.'
4 ' Since reasonable people may differ in their judgement of the merits of a case, the assessment of whether or not litigation is in the company's best interests generally ought to be carried out by an internal body of the company, ideally representing the shareholders as a whole.1 4 2 However, counter arguments indicate that decisions regarding whether a derivative action should be commenced may just as easily be characterized as legal, not business, decisions.
14 3 Such decisions are viewed as "not managerial decisions and do not require business specialists or those with an intimate knowledge of the company." 4 4 The "talents that a court is generally thought to lack-business intuition, a feel for the marketplace, and the ability to trade off risk for return-are not here called for to the same degree."' 4 5 To the extent that the decision whether or not to pursue litigation hinges on an appraisal of the merits of the litigation, "the court's perspective and expertise are can be viewed as superior to the boards."
Third, it is argued that by leaving the decision of whether to pursue litigation with the company may save time and expense. By allowing a company to make its own assessment, there will often be less resources expended by all parties involved in the process, and directors may avoid being caught up in long and cumbersome lawsuits.1 4 7 On the contrary, it is contended that such an arrangement means a duplication of work and costs.' The company has to incur potentially significant costs when investigating the desirability of an action. 149. For example, in one case, a company's special litigation committee interviewed 70 witnesses in conducting its investigation and produced an 1100 page's arise again when a court reviews the assessment made by the company. Such judicial review may be no easier than a direct assessment of the merits of the case. 150 In fact it was said that the issues involved in the judicial review of a recommendation made by the company might be "as difficult as the issues raised by the underlying claims and could easily require the development and presentation of extensive evidence." 15 ' If the court in the end decides to reject the company's assessment, it has to conduct its own evaluation, resulting in duplication of work and wasted costs. While the respective merits of the two approaches described above are hotly debated in common law countries, the critical issue for our purposes is whether either of these two strategies can work effectively in China. Although the tasks that the courts are required to perform are different, these two strategies are in fact alike in the broad discretion that judges are offered.
The approach to the statutory derivative action generally adopted by Commonwealth countries gives broad discretion for judges in determining the admissibility of a derivative action. The ultimate test, that an action should be in the best interests of the company, is vague, and the statutory framework generally does not provide specific rules on how this test should be performed. Although the courts in New Zealand are instructed to consider "the likelihood of the proceeding succeeding" and "the costs of the proceedings in relation to the relief likely to be obtained," it is nevertheless unclear how to determine an action's probability of success and to estimate the cost and relief from the action.' 53 In England, the Companies Act 2006 provides that an application for a derivative action must be dismissed if the application and evidence filed do not constitute a prima facie case. 154 However, this test is presumably the same as that provided for striking a case in the U.K. Civil Procedure Rules, and gives no greater insight into how to assess the probability of success of a proposed action.1 5 5
The laws of different countries stipulate other factors that the courts can take into account in reaching a decision; however, these statutes nevertheless remain non-exhaustive and inconclusive.1 56 For example, in both Australia and Canada, the courts are asked to take shareholders' ratification of a challenged wrong into account, but ratification is not a bar to derivative actions.15 Similarly, the courts are not obliged to adhere to a board's decision not to sue,' 5 8 although in England the company's decision not to sue is a factor that courts must take into account.' 59 Moreover, the statutes do not provide guidance on how the courts should weigh different factors. Indeed, when commenting on the Law Commission of England and Wales's recommendations on the reformation of the derivative action prior to the Companies Act 2006, scholars observed that the approach underlying the proposed statutory derivative action is to substitute judicial discretion for the traditional common law rules developed after Foss v. Harbottle.1 6 0 This observation regarding the statutory derivative action enacted in other Commonwealth countries is also supported by the English Law Commission's recommendations that were derived from these other Commonwealth countries. In America, the courts must review the independence of corporate directors who recommend terminating a proposed action, but this has proved to be a difficult endeavour. 16 1 Arguably, the difficulty in ascertaining independence is no less than that of determining whether pursuit of the action is in the best interests of the company.1 62 Moreover there exists an inherent dilemma in the derivative action where directors are involve in the process of deciding whether to sue themselves makes it impractical to determine the independence of corporate directors.1 63 Although the American special litigation committee is typically comprised of directors who are financially disinterested in an accused transaction, they may still have other conflicts of interest. They may have been nominated or elected to the board by interested persons, appointed to the committee by interested persons, taken part in the approval of the challenged transaction, or otherwise been named as defendants in the action. As a result, their independence can be called into question. The difficulty determining directors' independence is again illustrated by two relatively re- 165 where novel questions concerning a director's independence had to be answered: could independence be compromised by friendship, and what other factors need to be taken into consideration aside from financial relationship, familial ties, domination and control, and so forth?
Another concern is that company directors are "structurally biased.1" 66 The fact that special litigation committees in the U.S. rarely recommend continuing an action in its original form suggests that such concerns over directors' independence should not be lightly dismissed.1 67 Some commentators in the U.S. see the institution of the litigation committee as tolling the death knell for the derivative action.1 68 They argue that only with judicial innovation under wide discretion has the derivative action survived like "a cat with nine lives." 69 Two other issues that courts have to consider when reviewing a recommendation to terminate an action include the good faith of the disinterested directors in making such a recommendation, and the adequacy of investigation by the directors. "Good faith" is a very broad legal concept open to different interpretations. For example, the test of "good faith" in Australia has been criticized as a rhetorical device that is "replete with uncertainty in conception and highly unworkable in practice." 7 0 It is even more difficult to provide a clear-cut threshold test on adequacy of investigation, and judges have to be entrusted with open-ended discretion.
Broad discretion is present in both the strategies adopted by Commonwealth countries and America. This is not surprising upon closer examination of the nature of the permission procedure in the derivative action. To assess the desirability of a proposed action, the courts have to determine the probability that the underlying claim will succeed; in the court's eye only when an action is successful can it bring benefits to the company. In ordinary litigation, judges make decisions based on evidence following a full trial. The procedures for granting of permission to pursue a derivative action is not allowed to escalate into even a "mini trial,"' 7 ' let alone a full trial. This means that judges have to determine the probability of success of an underlying claim with access to very limited and unverified evidence. It is thus impossible to specify how the courts should determine the probability of success of a proposed action based on evidence. The English Law Commission explicitly rejected stipulating a threshold test of the probability of success because such a test would lead to extensive discovery, and trial of evidence, which would defeat the permission procedure's goal of avoiding the costs of frivolous lawsuits.1 72 Although the law in New Zealand states that the courts should consider "the likelihood of the proceeding's succeeding," 73 it nevertheless is not for the courts "to conduct an interim trial on the merits of the claim." 174 If the success of a case cannot be determined based upon evidence, legislation can only provide some factors for judges to consider. However, a case's probability of success cannot be concretely ascertained just by a consideration of these factors. Judges must thus be offered wide discretion and trusted to make sound judgements.
Another difficulty facing judges administering the permission procedure is that they have to assess the negative impact that an action would cause on the company, before such impacts have materialized. In other words, the courts have to speculate on the probability of occurrence of such impacts and the magnitudes. This is very different from ordinary litigation, where existing damages are assessed based upon evidence, and again calls for judicial discretion. Although American judges, in principle, do not assess the desirability of a proposed action directly, they still must do so indirectly when screening actions on the probability of success and the negative impacts of an action.
In summary, the permission procedure is called for the merits of a claim to be assessed before trial and before the impacts of the litigation is felt. In view of this, it is not surprising that wide judicial discretion is present in both the strategies adopted by Commonwealth countries and America. When evidence is limited and a trial is not allowed it is unfeasible to lay down accurate, definite, and detailed rules concerning how to assess the desirability of a proposed action.
b. Why the Permission Procedure may not Work in China
If China decides to abandon the minimum shareholding requirement and introduce the permission procedure, judicial discretion is unavoidable. The factors listed in the legislation of Commonwealth countries can be transplanted to China, but it is doubtful that China would be able to articulate an effective test of directorial independence and good faith, or be able to provide a specific threshold test on the adequacy of investigation. In China, because of the prevalence of concentrated ownership structure, the controlling shareholders in listed companies hold a monopoly on choosing who can become the independent directors of the company. Hence the independence of directors is cast into greater doubt. 17 5 If China ultimately decides to adopt the American strategy, wide judicial discretion is necessary in order to enable judges to innovate and respond to new circumstances concerning a director independence; otherwise, the derivative action would not survive for long.
Broad judicial discretion is generally not a serious problem in jurisdictions where the judiciary is well respected, judges are highly skilled and experienced, and case law is available for guidance. However, this is not the case in China. First, judges in China are widely criticized for their low-level professional training and lack of experience.' 7 6 Judges in China are not experienced lawyers but instead are new graduates from law schools; a vast number of judges do not even have formal legal education. 7 7 As a result, the overall competence of the judiciary is low.'
8
Empirical studies indicate that judges handling "economic cases" are a particular concern.1 7 9 In light of the complexity of the derivative action, the concept that many judges in China may not have the skills to handle such cases is a troubling possibility.
Second, it is well known that the judiciary is under tight government control with little independence and that it ranks low in the Chinese political and bureaucratic hierarchy. 8 0 Government control is especially pronounced with respect to politically sensitive cases and cases considered to be economically or socially important.s' 8
A substantial majority of listed companies are nationally or locally dominant in their sectors, or affiliated with the government at different levels. Given that these companies provide jobs, are a major source of tax revenue, and a majority of their shares are controlled by the state, they are quite significant for the government. Moreover, procedural rules in China require a plaintiff to sue where the defendant is domiciled.1 82 This means that the courts where listed companies reside usually have jurisdiction over cases involving those companies. Thus, local protectionism becomes critical and local courts are unlikely to be unbiased in adjudicating cases involving these companies or to deliver effective protection for minority shareholders.1 83 Third, judicial corruption is rampant in China. 184 As such, it is doubtful that judicial discretion will be independently exercised. Furthermore, broad discretion would likely lead to judicial abuse of power. As a result, shareholder derivative actions would likely fail to address the grievances of minority shareholders.
Lastly, precedents in China are not law and there is no compilation of law reports.' 85 Hence, judges cannot resort to case law for guidance. Accordingly, the problem caused by judicial incompetence is further exacerbated.
As noted above, the judiciary in China does not command high regard from the general public. The system is unreliable for resolving even ordinary disputes and enforcing relatively clearcut rules. 186 It is doubtful that the system is currently able to effectively handle derivative lawsuits, which are complex and entail wide judicial discretion. It is unrealistic that the derivative action may be an effective tool for corporate governance where the judiciary is in such a state. It is rightly pointed out by a scholar of Chinese law, Donald C. Clarke, that it would be unwise "to give the Chinese judiciary an important role to play in the development of Chinese corporate governance norms," given "[the judiciary's] low level of education and vulnerability to corruption and political pressure." 87 
VII. CONCLUSION
There is high hope that the derivative action will help improve corporate governance in China. In reality, however, since the derivative action became available on January 1, 2006, only one derivative suit has been brought. This is in large part because the 1% shareholding requirement is a major barrier to derivative suits. It excludes individual minority shareholders; and despite the fact that institutional shareholders and other noncontrolling block-holders may be able to bring derivative suits, 183. See Clarke, supra note 12, at 182. 184. See supra note 10. 185. See Clarke, supra note 12, at 182 (stating that "Chinese legal theory has traditionally been resolutely against the development of any kind of case law by courts -the pupil in this case surpassing the teacher, the civil law system of Europe, in adherence to this dogma").
186. See Lieberman, supra note 10, at 33 (stating that "China's courts are still some way from being effective adjudicators of private rights or even a primary mechanism for resolving individual grievances").
187. See Clarke, supra note 12, at 183.
[Vol. 28:174they are nonetheless disincentivized from pursuing such actions against controlling shareholders and management. Nevertheless, it is unfeasible to establish and reduce the threshold figure to an appropriate level. As such, the minimum shareholding requirement as a mechanism for screening out frivolous litigation is inherently flawed.
On the other hand, a strategy based upon judicial control, where judges are entrusted with broad discretion in deciding the admissibility of a derivative action, would be similarly ineffective in China given the current condition of the Chinese judicial system. Such a strategy requires judges to be highly skilled and experienced, and a judicial system that is well respected and trusted; neither of these traits define the Chinese system. Under current conditions, it is unlikely that judges would exercise their discretion appropriately and handle derivative suits independently. It is unrealistic to expect that the derivative action can play an important role in corporate governance where the judicial system is in such a state of affairs.
This paper offers support for the view that the private enforcement of law cannot currently play a significant role in corporate governance in China, and presents a case study of why this is the case. The findings in this paper and the experience of China leave some interesting questions. First, whether and how corporate governance can be improved where the judicial system is weak? Second, whether private enforcement is essential to investor protection and stock market development? Finally, how the stock market in China grew to its current size, considering that investor protection has been exceedingly weak due to the failure of both the private and public enforcement of law? These questions are ripe subjects for further research.
